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The Securities and Exchange Commission today made public an opinion of
its Chief Accountant in its Accounting Series discussing certain implications
of the term "quasi-reorganization" as used to describe the corporate procedure
in the course of which a deficit resulting from operations or the recognition
of losses is charged to capital surplus previously existing or arising in the
course of the quasi-reorganization. The opinion, prepared by William W.
Werntz, follows:
"Inquiry has been made from time to time as to the conditions under
which a quasi-reorganization may be said to have been effected. The term
quasi-reorganization has come to be applied in accounting to the corporate
procedure in the course of which a company, without the creation of a new
corporate entity and without the intervention of formal court proceedings, is
enabled to eliminate a deficit whether resulting from operations or the recognition of other losses or both and to establish a new earned surplus account for the accumulation of earnings subsequent to the date selected as the
effective date of the quasi-reorganization. Certain aspects of the problem
have previously been discussed in published opinions of the Commission 1/ and
in three published opinions of the Chief Accountant 2/. In the amendments
to Rules 6-02, 12-19, 12-20, 12-21, and 12-22 of Regulation S-X which were
recently adopted in conjunction with the promulgation of a form for registration of investment companies under the Investment Company Act of 1940, the
term is used in definition of circumstances under which there may be shown
in lieu of the cost of securities the written-down amounts resulting from
quasi-reorganization.
"It has been the Commission's view for some time that a quasi-reorganization may not be considered to have been effected unless at least all of
the following conditions exist:

1/

See particularly In the Matter of Associated Gas and Electric Corporation,
6 SEC 605 (1940).

2/

Accounting Series Releases Nos. 1, discussing the propriety of charging
losses to capital surplus rather than earned surplus; 15, discussing
the nature of the disclosure to be made in subsequent statements; and
16, discussing the disclosure necessary where consent of stockholders
was not obtained, such action being permissible under the applicable
state law.
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"(l) Earned surplus as of the date selected is exhausted;
"(2) Upon consummation of the quasi-reorganization no deficit
exists in any surplus account;
"(3) The entire procedure is made known to all persons entitled
to vote on matters of general corporate policy and the
appropriate consents to the particular transactions are
obtained in advance in accordance with the applicable
law and charter provisions;
"(4) The procedure accomplishes with respect to the accounts
substantially what might be accomplished in a reorganization by legal proceedings—-namely, the restatement
of assets in terms of present conditions as well as appropriate modifications of capital and capital surplus, in
order to obviate so far as possible the necessity of future
reorganizations of like nature.
"It is implicit in such a procedure that reductions in the carrying
value of assets at the effective date may not be made beyond a point which
gives appropriate recognition to conditions which appear to have resulted in
relatively permanent reductions in asset values; as for example, complete or
partial obsolescence, lessened utility value, reduction in investment value
due to changed economic conditions, or, in the case of current assets, declines in indicated realization value. It is also implicit in a procedure
of this kind that it is not to be employed recurrently but only under circumstances which would justify an actual reorganization or formation of a
new corporation, particularly if the sole or principal purpose of the quasireorganization is the elimination of a deficit in earned surplus resulting
from operating losses.
"In the case of the quasi-reorganization of a parent company it is an
implicit result of much procedure that the effective date should be recognized
as having the significance of a date of acquisition of control of subsidiaries,
Hence, dividends subsequently received from subsidiaries should be treated
as income only to the extent that they are declared by subsidiaries out of
earnings subsequent to the effective date. Likewise, in consolidated statements, earned surplus of subsidiaries at the effective date should be excluded from earned surplus on the consolidated balance sheet."
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